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2) Estimated Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 
- Assumes residential wireline margins are equivalent t o  total wireline margins 

3) Calculated Wholesale EBITDA Contribution 
- a) fistimated average wholesale COGS and SG&A per line 

Assume 5% avoided cost in COGS; 20% avoided cost in SG&A 

-- b) Compared this cost structure to revenue from wholesale UNE-P rates 

SBC 
v2 
BLS 

COGS S.GBA EBlTDA % Of COGS % Of S,G&A Calculated 
avoided EBlTDA margins (Yo of sales) (% of sales) margins avoided 

3 5 "% 25% 40% 5% 20% -2416 
3 1 0% 24% 45% 5% 20% -4 % 

27% 23% 50% 5% 20% 13% 
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Q EBITDA Per Line 

0 

5 

- SBC - UNE-P Average ($3.51) vs. Retail Average $13.53 

- BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12 

0 1.1 1.1.1 1.1 I I. 1.1. , , ,_  
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Retail Profilabilily Wholesale Pmntatilii 
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0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to UNE-P in 2Q. up from 358K in 1Q 

- We believe roughly half of these were in June alone 

- AT&T entered IL and OH in mid-June, CA in early August 

- We expect line loss of l m  in Q3 and 1.2m in Q4 
* 

- BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q 

- Losing 100-1201quarter to reseller in Florida 

- AT&T in Georgia and is likely t o  enter Florida as well 

- We expect line loss of 300K in Q3 and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q 

- AT&T increasing marketing expenditures in New York 

- Announced entry into New Jersey in September 

- Expect t o  enter Pennsylvania in 44 

- We expect line loss of 230K in 4 3  and 500K in Q4 
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Total W l c h e d  Access Lines 

SBC 
vz 
BLS 

0 
Total 

% gmwh 
SBC 
VZ 

BLS 

a 
Total 

Tolr l  UNE-P 
SBC 
V2 

BLS 

0 
Total 

NelUNE-P Add3 

SBC 
V L  

BLS 
Q 
Total 

61 254 60578 6O?lO 59.532 59036 58255 57,325 56345 
62903 6 7 4 6 5  61961 61.551 61,221 60,313 58,021 51276 
158% 25666 21575 25422 25475 2 5 1 3 8  24.837 24612 
I 7 9 2 9  11.808 17687 11.454 11.250 16955 16.730 16531 

161.984 166,511 165.459 163,959 162.938 1MI.721 156,910 154.764 

I 113 i 160 ) 159 1.403 2 161 3453 4 453 5 6 5 3  

1645 2093 7 1 1 8  2.195 1259 1,369 2599 3099 
10J 385 5 0 5  601 840 1118 1418 1818 
431 451 459 453 491 s i ?  547 5n? 

3.152 1.689 5.261 5.652 6.351 1.152 9.017 11,151 

361 381 119 244 
47 448 45 57 

79 82 120 % 239 
Ira 20 8 6 38 

398 937 571 391 

61 270 59,532 56345 54 349 51676 51771 
67.902 61,551 51.276 55 131 54 179 53971 
25,908 25027 74617 74080 ?3920 73.116 
18.089 11,454 16531 15,686 15077 14.611 

168,169 163.959 154,764 149.246 146,197 145,630 

Og"% ~ 2 8 %  3 4 %  3 5 %  1 2 %  4 8 k  
1 4 %  ~ 2 1 %  69% ~31"Ia 1 8 %  03"& 
1 6 %  1 9 %  4 2 %  2 2 %  O i %  0 6 1  
19X ~ 3 5 X  5 3 %  5 1 %  3 9 %  3 1 %  

1.3% -1.5% 3 8% -3 6% -1 6% -0 8% 

1011 2.403 5fi53 g n f i i  10798 IIRS? 

224 601 i s i a  3318 4218  4.818 
1.687 2145 3099 4899 6799 7.299 

na 453 582 861 1052 1,161 

1,923 5.652 11,151 18.146 21.367 15.136 

na 1391 3250 3414 1731 1055 
na 508 9M 1800 1400 IO00 
na 377 1211 1500 900 6W 
nd na 129 780 I90 115 
na 1,116 5.500 6.994 4.221 1110 

2 5  



I 

i 

i" 

+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group to perform inline with the market over the next 12 months 

- Dividend yields should provide a backstop on  valuations 

+ Economics of UNE-P worse than expected for the Bells 
~ will put additional pressure on Bell margins and earnings 

~ SBC and BellSouth are the most exposed 

o Line Losses Will Likely Accelerate in 2H02 

~ AT&T and MCI 

- No near-term regulatory relief expected 

Q Long Distance is  Only a Partial Offset 
- Local revenue i s  much higher margin than long distance 

- To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers 
for every UNE-P line added 

6 2003 EPS Estimates are Too High 
- We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth * 111;s \ \ ' i l l ~ l ) l l t y  
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United States 

I Telecom Sewices 
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I 

21 August 2002 

Regulation pressuring RBOC profits 

I 

- I I I 

Industry update 
I 

Hold I 

I 
RBOCS' core profit center is under severe attack from Competitive 
forces. Regulators have reduced UNE pricing such that CLECS are Using 

BellSouth Corporation 
Owest Communications - SBC Communications 

I 

I 

UNE lines to penetrate the residential and small business markets. In 
our view, until UNE pricing becomes more rational, the RBOCS will 
suffer steeper profitability squeezes from CLECs using UNE lines. 

Veriron Communications 

I 

I 

I 

t CLEC penetration rising: By the end o i  ZOO! according to the FCC, 
CLECs accounted for 10.24, 01 the nation's t92m switched lines. UD 

irom 7 T o  12 months earlier, a 3 Z 0 0  increase in market share Cable 
telephony lines are increasing at a slightly laster rate than overall CLEC 
lines By the end o i  2001. according to the FCC. cable telephone lines 
constrtuted t 1 %  o i  CLEC lines (2.2m lines). and 1'- 01 all Switched lines 

t Lost ILEC profits: ILECs lost 1.5m lines in the last six months 01 2001 
in tne lorm of U N E s  (unbundled network elements) to CLECs. which we 
es1,mate comes to Slbn in lost annualized sales. most oi which is pure 
profit In a s1x-month span. then. aiter taxes ILEC bottom lines lost 
about 5325m in net income. and 54 2bn in market capitalization, 
assdming a 13x PIE multiple The Bells control about 9400 o i  tne nation s 
incdmbent access lines. so the RBOCs primarily through UhE lost 
S4bn in market capitalization in the last hall 01 Z O O 1  The Bells Currently 

nave a S22Obn eouity market cap. meaning that CLECs conceivably 
destroveo Z o o  oi Bell equity value in the H2 ZOC!  

t Some CLEC overbuilding: In "2 01 CLEcs gained 2 4m lines whlch 

we believe was created exclusively at the expense of the ILECs, or 
19.00s lines per business day. Some 01 these lines are lost 10 cable 
telephony or where CLECs build their own connections directly to 
Dusinesses In Such cases, the CLEC has overbuilt. or comDletely 
severed t he  connectlon between the ILEC and the c;lstomer. removing 
the ILEC lrom 1004. of their former revenue stream 

Bruce J. Roberts 
+I 212 429 3459 
bruce rOberis@drkw COm 

William P. Carrier 
rl2124293457 
william Carrleredhw corn 

t Ratings: We maintain our Hold ratings on BellSouth Corp.. Qwest 
Communications. SBC Communications and Verizon Communications. 
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21 August ZOO2 UNe-P: the Un-prof,, 

I Investment summary and 
I conclusion 

fiequidtors are forcing 
unprof~table leSdle Pricing upon 

:he local u?duStv through 

The concern ,sn7 the CLECS: with a weak capital market. and th? techno bubble-burst. 
the money CLECS need to build out a local network Is NOT available in the public or 
bank markets ~ ~ o n , c ~ l i ~ ,  the impact of CLEC competition has never been more 
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECS). Why" Because 
the regulators are forcing unprofitable resale pricing upon the local industry through 
Unbundled Network Elements. or UNEs. What are UNES" 

UNEs are network 'elements' - switching, copper fines. data base hookups. fiber 
trunks into oHlce buildings, etc., that the RBOC is forced to lease to the CLEC. When a 
CLEC uses UNEs INSTEAD of building Out its own copper loops, switches. etC.. it 
avoids major capital expense, and 'rides' the RBOCs' investments made over 
decades. When capital flowed freely to CLECs in the 1990s. CLECs took that money 
and decided to build their own networks. At the time that seemed to be a rational 
decision' money would be available from Wall Street 'forever', and an owned network 
would be more profitable than a leased one - eventually Unlortunately lor those 
CLECs that overbuilt over wide geographic territories. i.e., the "XOs" of the world that 
decided there was a business case lor a 'national -local' inlrastructure that served (In 
retrospect) way too many cities. thereby never achieving density - the key to local 
profitability - the capital markets dried up Lett. were the ltouid competitors to the Bells: 
ATBT and MCI (until now), who, over the last two years, have taken up UNE, or 
leasing. rather than constructing a second local network. as the means to compete. 
WHY? 

ATBT and MCI are very concerned aDout losing long d,stance customers to the 
RBOCs So even 11 UNE Isn t as profitable as owning your own network by being able 
to offer local servce promptly (which UNE enables) and at a decent profit (which UNE 
enables) the long distance carriers can combat long distance customer delection, 
making THEIR loray into leasing local Services more prclitable by avoiding lost long 
distance revenues than an XO could have 

'c 

b Hence the recent rapid entry into long distance by the RBOCs has been 
accompanied by a rapid expansion of the use of UNEs by CLECs. principally 
AT&T and MCI 

b States rule over the Feds on local telephony Slates have been widening the 
UNE discount - to the detriment of the RBOCs - as a quid pro quo to RBOC 
long distance entry Local profit margins are rnucb fatter (459,) than long 
distance margins ( 2 5 " ~ )  so the current trade-off is a loser lor the RBOCs 

2 9 trresdqer Kier?wort Wassersteln 



The regulators may allow three 
to four verlicallv and 

horizontally inlegrate0 

PrOvlCerS 

b The discount has caused mUCh more rapid CLEC UNE use This wa5 seen 

most ,n California. where the CA PUC has recently ruled that SSC can 

provide long distance (SBC Slill mu51 apply at the FCC) ir. the case of CA. 
AT&T got lower UNE rates BEFORE SBC was able to get into long distance 
causing a timing-engendered loss as well 

Whlch regulators7 Well. ffrst the FCC. which took the 1996 Act that did not specify 
parllcular U N E s  or what prtce they should be made available at. The last FCC made a 
long lhst 01 UNEs and set severe dlscount 'frameworks' IO those UNEs. Then the states 
got into the act by sening the actual UNE rate. #.e.. the discount from retail rates 
offered to an RSOC's customers These discounts can be as high as 659,' At the 
margin, Such revenue loss, accompanied by continued network costs. results in almOSt 
one-for-one profit loss - thus, the UNE is highly profit-destructive 

The only saving grace IS that MCI has serious financial difficulties. and could be forced 
to abandon its UNE expansion program - to the Bells' benefit In addition, ATBT. which 
IS in much better linancial shape. and can. we estimate. suwive on its own for years. 
could be bought out by a Bell i f  the current telecom meltdown continues. In other 
words the regulators - the FCC and DOJ - may allow the digopolization of lhe 
telecom industnj. where there are three to four vertically and horizontally integrated 
providers That IS three to tour old Ma Bells. 

b For investors, we aelieve that the Bells are trading near historically low multiples of 
EBITDA. which is the most imponant barometer of value, in our view. However, 
UNE IS. at the margin so value destructive. that we would be HOLDERS. il and 
until the regulators become more realistic. And i f  they don't. shareholders might be 
rewarded by a severe downsizing of MCI andlor absorption of ATBT by a Bell. 
Conclusion: Hold 

*. 



"The cream skim" - business, 
population density and 
demographics 

The current competilive policies lavor rich resldenlial customers. large businesses and 
states wilh grealer population denSlty. 

According to the FCC. 55"0 of CLEC lines served medium and large businesses and 
government customers In contrast. ]us1 23% 01 ILEC lines served such customers 
Conversely. 45% of CLEC lines served residential and small business markets, 
while over 75% of Bell lines served lower profit residential and small business 
lines. Businesses and government offices are more densely packed, and spend more 
per access line thar res,dents 

Tnus the ILECs are lett holding Ihe 'bag' - serving m w e  of the costly (read. 
geographically dispersed) and lower paying line base We view the 'cream skim' as 
one o i  !he most compelling arguments that local cornpeiifion regulation is oes!ructwe 
and illogical 

45 of CLEC hnes serve0 
resioent~al ano small business 

marmS 

Year-end 2001 E CLEC line composition 
Figure 1 CLEC access lines 1999-2001 ~~- ~~ 
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Overbuild: 33%, but in key Sectors much lower 
of the 334, overbulid percentage, we estimate that unaer 59, df resiaentiai lines are 

overbu,lt lines. we belleve this is a reihng statistic and perhaps the most imponant in 
cwetl t lor not create local 1,. the US at year-end 2001. there were 134m residenlia! and small 

cornpetitlon business access iInes The malority of overbuilt lines are business lines with a 

concentration on mealum and large sized businesses. Our view IS that the current 
rules forclng RBOCs to resell local lines to CLECs at very deep discounts are Off  

course The goal of the 19% Act was to create the environment for  local 
competit ion. not  create local competit ion. Although seemingly subtle. thls IS a huge 
distinction. The idea 1s fhaf to produce new. exciting Services and pnclng programs 
requires a competitor to provide new, exciting sewices How can that occur it the 

CLEC IS reselling the RBOCs' sewice? With only a 33% overbuilding rate. the desired 
outcome 0 1  the Act 1s unaccomplished The idea was to give the CLECs a mea ls  to 

build cuslomer scale upon which they could then lustily building their own network. 
since this is an industry of scale In point 01 fact. the growth in UNE lines is 
accelerating despjte the lact that the base of CLEC customers 1s also expanding. With 
UNE. the CLECs are merely behaving as rational decision makers I1 it's cheaper and 
less risky to resell rather than build. then resell 1s the answer. Unlike the long distance 
industry, which is less 01 a natural monopoly since it takes lust severalbn dollars and 
two to three years to build a national network. except lor the cream 01 the business 
market and the cream , e , aemographically desirable (read: rich homeowners who 

The  goa! of the 1996 Act was to 
create the environment lor local 

can buy many sewices resiaential market a new national local network is unlikely to 
emerge We wont get into what i ts '  but under a more ratioral local competitive 
framework overbuilding might have occurred to a greater extent 

Sinking the sunk costs 
Overbulldlng erases any revenue contribution from former customers or prospective 

customers that would have used a Bell I! an overbuilding CLEC wasn't around It fully 
'strands' the lines' assets The business base 1s easier to overburld because they are 
located in office buildings and otherwise packed more densely So the 'cream skim' 

has been accompanied by the 'oveibulia ' Tnat IS. lor years. CLECs such as Time 
Warner Communications AT&T Business ano WorldCom's MFS (although we believe 
one of WCOM's downlall was 81s inability to leverage the MCI long distance base and 
'backsell an MFS local product intc , I !  have been bu:lding their own trunks into 
business locations. either fully bypassmng In€ K E C ,  or perhaps renting minimal network 
subsegments s k h  as the last lhnk into a bulloing Now, c6b:e telephony I S  copying the 
CLECs on the residential side By oigyybacking onto the cable television network, they 
lound an economical way to overvuild the less aense residential base, a danger to the 
Bells that have concerned us lo r  some time. FCC statistics show cable telephony 

penetration increasing even laster lhan overall CLEC penetration. and AT&T 
Broadband reponeo in QZ 02 lhal, for the firs! tune. 11s cable leiephony operations are 
EBITDA-positive. validation that a means to 'crack' the natural monopoly in the local 
residential marKet exiSts It still takes a lot longer to deploy a cable telephony line lhan 
a UNE line Thus. cable telephony 15 probably impacting residential lines' margins, but 
l o t  taking significant market share yet 

Cabit teiephonj penelrailon IS 

wcreasing wen laster  than 
oveial l  CLEC penetration 
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The bottom ltne 1s that csm?etltjon Comes I R  two flavors resellin@ :ne R X C r  -etwcrh 

or overbuilding The Bells argue that low UNE rates whlcn can force an RBOC to 

resell a local lhne to a CLEC such as MCI "Neighborhood for as muCh as 7Cc, off of 
retail. aren't so bac because they at least provide Some revenue atrcss a 1,~: !ixec 
cost Structure Also. smce the line IS deployed already (sunk cost). a x  only minimal 
cash required to operate that line. an RBOC would Select UNE to overbdhng as the 
lesser ot two evils We agree However. with overbuilding now taking place in the 

business and residen:;al ends of the local market. we expect that the value 01 the 
RBOCs' plant ).e.. tneir sunk costs. are falling. and that plant write downs loom. 
Again. the overDuilding is concentrating in the large business arenas and will occur for 
plant that serves large bustnesses. not the residential market. 

Resale: 22%, down from 43% two years earlier 
LINE-P lines a 3 c  20 -40 
points of g!oss margin 10a 

CLEC 

Resale 1s uneconomical lor CLECs. so they are dropping resals lines or changing them 
to a UNE-P "lines" regime. which are functionally equivalent. but add 209.-40?, points 

of gross margin to a CLEC 

Figure 2: UNE VI. resold liner. 1999-2001 
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UNE: 47% (&I% at YE 1999) -erased 2% of bell equity? 
The UNE platform IS growing rapidly ~n use To the CLEC the Only difference between 

reselling and UNEs 15 the cost. In tact, U N E  I S  nothing more than resale with 2-3x the 
discount. which comes to a 35°%600,c discount UNE-P has made II posstble lor ATBT 
and MCI lo compete in the residential arena Because it IS toc costly lo  build out less 

dense residential networks, UNE-P resale (and cable ielephony overbuilding) are 
being used to penetrate the resldentlal and small busmess market Accordlng to the 
FCC. CLECs serve0 4 6 9 n  of those markets a1 the end 01 2000. and 6.6% of such 
markets by year-end 2001. There were 9.5m UNE loops a1 year~end 2001, up from 
8m six months earlier About 61%. or 5.8m hnes. were UNE-P ihes  that lnciuded 
swilchlng. and the rest I3 7m) were UNE loops, where the CLEC lust leases the 

U N E ~ P  has m63e it  possible for 
A7 T m: MCI to Compete In 

\ne reSiCenlia1 arena 

6 9 Dresdner Kieinwori Wasserstein 



copper loop a r d  provides the otner network eiements U N E - L O O ~ S  cause the larges: 
revenue loss under the local wholesaie scneme However, UNE IOOF sales snouio 

ameliorate. in our view 

1 0 ~ 1  1.5m lines in tne last SIX months of 2001 in the form of UNEs IC C-ECs. 
which we estimate comes to SlDn in lost annualized sales. most of which is pure proflt 
In a six-month span. then. after taxes. ILEC bonom lines lost about S325m in ne: 
income, and S4.2bn In market capitalization. assuming a 13x PIE multiple. The Bells 
control about 94% of tne nation's incumbent access lines. so the RBOCs, primarily 
through UNE, 1051 S4bn in market capitalization in the last hall of 2001. Tne Bells 
currently have a S220bn eauity market cap. meaning that CLECs conceivably 
destroyed 24, of Bell equity value In the second hall of 2001, assuming our estimates 
are reasonable and that the market aclually "made" this observation and lactored it into 
stock prices There's no assurance RBOC stocks didn't decline due to other reasons, 
and that the UNE-P issue has yet to be factored into the stocks. 

Case study: AT&T UNEs 
Tne LINE-P Dlatform v,ill be ATBTs new senior management states that the UNE-P plat!orm 15 expected to be as 

ms!rumenta! ir, enablifig AT T successful in penetrating the business market as it has been in the residential market. 
IC reacn its goal Of 1Cbn in Today. T has some 3 2m local lines. of which 500.000. or 1SD0.  are UNE-P-based. 

a n m i '  b ! m e %  loca! revenues That percentage will increase We estimate that the UNE-P platform will be 
ini'vevears instrumental in enabling ATBT to reach its goal of SlObn in annual business local 

revenues in five years Note: it takes T about two years for UNE-P. on its own. to 
breakeven. excluding the positive impacts of bundling long distance with UNE-P. 

From a macroeconomic point of view there are several concerris with the UNE-P 
system: 

b It's a policy-stimulated transfer of wealth (from shareholders and employees to 
consumers) rather man being lelt lo  market forces 

b In the longer-term it  could rob consumers 01 advanced sewces that require the 
RBOCs' plenlilul cash flow to fund 

b Asset write-down8 will cause stock-shock and a mock to the telecom supplier' 
system 

UNE is a creat n of the prior FCC adm~nlstrat~on Only network elements such as 

switching. local loop costs and other various network elements were required under 
the 1996 Act to be sold at reasonable dlscounts to the CLEC The FCC declded that 
the ILECs were required to 'rebundle" these elements and sell them at much steeper 
discounts than plain resale. Plain resale was required by the Act as well. The price was 
to be the retail price charged by In€ Bell less avoidable costs such as selling costs. 

That was interpreted 10 mean a 20°,c-25c~c discount to retail. However, the CLECs 
didn't have any margin left over for a proflt We're not sure. however, that prollt was 
reaulred by the Act. At the end of the day. the splrit of the Act was to deliver a 
mechanism to iumpstart IOCal competition. and we inlerpret that to mean to develop a 
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Wireless Oisplacement is not 
oni atfecting primar, access 

lines but IS h a m g  a 
oevaslating eflect on R B  C 

secono lines 

mechanism to allow competitors to build up a large enough base of customers - elthe. 

through IJNE elements or resale to THEN iustify building thelr own networn 

Regulators forgot to notice that wireless is local 
competition, too 
In 11s juiy 2002 Local Telephone Competition repon, the FCC repone0 that US 
wireless SubSCriDerS Increased from 79.7177 at year-end 1999 to 122 4m by year-end 
2001. or a 23 94: CAGR. With wireless carriers offering blg buckel minute plans 
including features like Caller ID and tree roamlng. wtreless phones are replacing 
landlines l o r  many consumers. As wireless companles continue to budd out their 
networks and improve service quality. wireless displacement w~ l l  mreaslngly dsplace 

RBOC landlines 

Wireless displacement IS no1 only affecting primary access llnes, but IS having a 
devastating ellect on RBOC second Ilnes Second llne growth for the RBOCs is 
declining rapidly. Drimariiy as a result of wjreless displacement of these second lines. 
For example, ELS reported a 0 2  02 second line YoY growth decline of 10.6%. while 
SEC's second lines aeclmed 8 79, YoY In 0 2  02 Historically. second lines have 
increased a s ~ m o c h ~ a s  154,-20% YoY. and jus1 two quaners ago we estimate that 
lhese second line were decllntng approximately 5% I1 we esllmale that the REOCs 
combined for 17m second lines at year-end 2001. and each second h e  generates S5 
per month with a 65% EBITDA margin. then S633m of EElTDk was generated from 
RBOC second lines in 2001. This S633m 01 EEITDA is in danger 01 being reduced by 
10% per year. primarily due to wireless displacement 

End result 
$1.4bn decline over last year 
Figure 3: RBOC local wireline 
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Regulators hurting Consumers in long run 
Reiulators have move: to an 
acwr S t d n i e  10 reoesion the 

lnaustV 

The combination 01 very effect,ve lobbying or, the Dan of small and large iread ATST! 

C L i C s  and a democratic FCC (tnought 10 be lrlendly to long dlstance and CLECs. not 
RBOCs, Drooded tne FCC to  create tne UNE-Piatlorm. or UkE-P The FCC oeciaed 

tha: UNEs should be oriced at a theoretical level. that IS.  what would I! cos! f C I  a brand 
new local networn to add an access line The assumptions inciuoe state~of-tne-an 

networks throughout and perfect capital and man-hour deployments In other words, 

we Delieve tnese are imaginary. non-historic. therelore. in oLir opinion. thts IS an 

unreasonable way to regulate an industry Another related issue is that of regulation 

altogether 11 the 1 years 01 covering this ndustry, regula!ors have. in our view. taken 

an exponenttally more involved role In the "day-to-day" decisions about pricing. 

mergers. service offerings. inter-carrier relationships. etc. than before the 1996 Act. It 
wasn't supposed to turn ov! that way Regulators have moved to an active stance to 
redesign the industry. lrom a passive stance where carriers knew the rules and 

operated freeiy w ~ t h n  therr They Knew what their returns would be, and didn't have lo  
make the very risky types 01 investments RBOCs have made iii the past few years to 

compensate for the loss of growth In the core business tha! has destroyed shareholder 

value On top 01 ]hat tne regulators have had the nerve to regulate the newer high-risk 

capital return projects such as DSL Now every carrier move IS scrutinized by a state or 

FCC hearing. slowing down the communications revolution of the late 1990s. In the 
short run, the consuner wins with these aniticially lowered lrcal rates. In the long term, 

the consumer wili Sufler as ILECs cut tneir caDital budgets by 30% which will produce 

lewer s e ~ i c e 5 .  more network outages, and crummier customer sewice. The regulators 

don't understand that the local industry. unlike Ihe long distance industry 15 the closest 

thing in telecoms to a "natural" monopoly Wireless. long distance and undersea 
networks cost less per 35-0 to build and are constructed in a matter of months or a 

yea: or two. no! the r n a i y  years 11 takes tc build a local laidiine network 
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